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I. Introduction
Immediately after the 1976 Reform Act' became law, the House
Ways and Means Committee initiated action on the Tax Corrections
Bill of 1977. This bill became H.R. 6715 and was later accepted as
part of the Revenue Act of 19782 by agreement in the Senate-House
Conference Committee. 3 The urgent need for the enactment of cor-
rective estate and gift tax provisions arose from the errors and ineq-
uities of the 1976 Act, which became law under unprecedented and
hastily conceived legislative procedures.4 The experiences of taxpay-
ers, tax specialists, and fiduciaries with some provisions of the Act
had revealed their unworkability and the additional burdens im-
posed upon administrators of estates of decedents who died after De-
cember 31, 1976, the effective date of the 1976 Act.
In response to these experiences, a substantial minority of the
1. Pub. L. No. 94-455, 90 Stat. 1520 (1976) (codified in scattered sections of the I.R.C.).
2. Pub. L. No. 95-600, 92 Stat. 2763 (1978) (codified in scattered sections of the I.R.C.).
3. The 1978 Act is composed of a conglomerate of provisions stemming principally
from three sources. It originated in the House of Representatives during the 1978 Session as
H.R. 13511 and covered primarily income tax matters.
The second source of the 1978 Act was H.R. 6715, known initially as the Technical Cor-
rections Bill of 1977, and was intended to correct the errors of the 1976 Act. This bill affected
income tax sections in addition to estate and gift tax provisions and won approval of the House
Ways and Means Committee. It was passed by the House on October 17, 1977, but was not
acted upon by the Senate. At the Senate-House Conference Committee, H.R. 6715 was incor-
porated into the 1978 Act.
The third principal source of the 1978 Act grew out of passage of H.R. 13511 by the
Senate. The conference committee accepted the proposal of the Senate Finance Committee to
postpone the effective date of the carryover basis provisions until January 1, 1980. At the same
time the conference committee approved the amendments to the carryover basis rules, which
were part of H.R. 6715. Additionally, the conference committee acted favorably on several
other estate and gift tax provisions that did not appear in either the House or Senate bills.
4. The 1976 Act introduced new concepts such as carryover basis, a unified transfer tax,
and a generation-skipping transfer tax into federal tax law, repealing federal estate and gift tax
patterns that had been in force since 1916 and 1932, respectively.
The House Bill, H.R. 14844, which contained the estate and gift tax provisions that were
included in the 1976 Act, was never considered on the floor by the House of Representatives
before it became law. It was approved only by the House Ways and Means Committee.
Chairman Ullman of the Ways and Means Committee requested the Rules Committee of the
House of Representatives to permit the bill to be brought to the floor of the House without the
right of the members to offer amendments from the floor. He feared that if amendments were
offered, particularly to the controversial new sections, the bill would be decimated. The Rules
Committee refused his request, and consequently the bill was not presented to the House.
The bill lay dormant and was never considered by the Senate Finance Committee. When
the Senate-House Conference Committee undertook deliberations to resolve the differences
between the Senate and the House on the 1976 Act, H.R. 14844 was submitted for considera-
tion. It was accepted by the Committee and ultimately became law.
These unorthodox procedures denied the legislative staffs and interested taxpayers the
opportunities usually afforded for comments on proposed legislation. Had customary proce-
dures been observed, it is probable that many of the failings of the 1976 Act would have been
corrected before its enactment.
House Ways and Means Committee resisted implementation of the
carryover basis provisions of the 1976 Act, and this resistance
sharply divided the committee. Some members advocated repeal of
the provisions, while others favored a postponement until their im-
pact could be determined. Within the latter group were members
who desired postponement, but who called for amendments that
would take effect at the expiration of the period of deferment. Con-
currently, Senator Russell Long, Chairman of the Senate Finance
Committee, advocated postponement of the effective date of the car-
ryover basis provisions until after December 31, 1979.
To resolve these differences, a conference committee convened
and produced the 1978 Revenue Act. The Act included not only
changes in the estate and gift tax laws,5 but also contained amend-
ments to various income tax provisions. This article will summarize
the estate and gift tax provisions of the 1978 Act and discuss the
estate planning implications of these sections.
II. Provisions Affecting Carryover Basis
A. Postponement of the Effective Date of New Carryover Basis
Rules
A principal focus of the 1976 Act was the carryover basis con-
cept, which applied to property passing from a decedent dying after
December 31, 1976.6 The 1978 Act postponed the application of this
provision until after December 31, 1979.' The former stepped-up
basis rules8 remain in effect for the deferred period.
Most of the rules relating to the carryover basis provisions were
simultaneously postponed by the 1978 Act, with the exception of the
special use valuation,9 which, if elected, determines the basis of farm
or other closely held business real property acquired from decedents
dying after 1976 but before 1980. Applying the special use valua-
tion, basis of property acquired from a decedent dying before Janu-
5. One outcome of the House-Senate Conference Committee meeting was an agreement
to postpone the operation of the majority of carryover basis sections until January 1, 1980,
although certain amendments were made effective retroactively to December 31, 1976.
6. Pub. L. No. 94-455, § 2005, 90 Stat. 1872 (1976) (amending I.R.C. § 1023).
7. Pub. L. No. 95-600, § 515, 92 Stat. 2884 (1978) -(amending I.R.C. §§ 1023(a)(1),
1014(d), 1016(a)(23), 2005(0(1)).
8. I.R.C. § 1014.
9. See I.R.C. § 2032A. This amendment is effective as though included in the 1976 Act.
The 1978 Act provides that the fresh start rule for carryover basis of property acquired
from a decedent after 1979 will also be applied retroactively to December 31, 1976. Pub. L.
No. 95-600, § 515, 92 Stat. 2884 (1978) (amending I.R.C. § 1023). This will compound the
confusion that was introduced into the Code by the carryover basis rules. Chairman Al Ull-
man of the House Ways and Means Committee, implicitly recognizing the turmoil, stated he
would like to see the rules "cleaned up" to make them inapplicable to small estates and to
simplify their implementation. Address by Representative Ullman, Tax Foundation Annual
Dinner, in New York City (Dec. 1978).
ary 1, 1980, will be its fair market value on the date of the decedent's
death, or at the alternative valuation date, provided a timely election
is made.' °
All wills and other instruments that were prepared after the
1976 Act with carryover basis in mind should be reviewed, because
there is no assurance that the deferment of the carryover basis provi-
sions will end on December 31, 1979." A distinct possibility exists
that the carryover basis provisions may be further deferred, replaced
by some other concept, or completely eliminated.
If, and when, the presently postponed carryover basis rules be-
come operative (now targeted for January 1, 1980), they will be ap-
plied to property acquired from a decedent after December 31, 1976.
Estates, heirs, and beneficiaries for whom income tax returns were
already filed on sales of property received from a decedent who died
after 1976 must file amended returns.' 2 Future sales before January
1, 1980, should compute gain or loss based on the value at date of
death or alternate valuation date, if the time for electing the latter
has not expired. If, however, inherited property with a basis less
than that of the decedent's was sold and a loss recognized under the
carryover basis rules, this loss will not be recognized under present
law because, until 1980, only decline in value after the decedent's
death or alternate valuation date, if elected, is deemed a loss for tax
purposes.
B. Carryover Basis/or Personal and Household Effects
The 1976 Act provided a special exemption from the carryover
basis rules of up to $10,000 for personal and household effects of the
estate, if the executor so elected.' 3 Each of these assets was to be
valued separately to establish its basis for future disposition. The
1976 Act imposed no limitation upon the present fair market value
of the asset. Under the 1978 Act, however, the basis of any property
that was a personal or household effect in the hands of the decedent
must not exceed its fair market value when used to determine loss by
the acquiring party."
Normally, records of the cost and date of acquisition of personal
and household effects are seldom kept. When death occurs, estab-
10. I.R.C. § 1014(d). Section 515 of the 1978 Act reinstates this section until January 1,
1980.
11. According to the Senate Finance Committee Report, the effective date of the carry-
over provisions was postponed to "thoroughly review the basic concept of carryover basis for
inherited property, as well as the administrative problems" of complying with the carryover
basis provisions. S. Rep. No. 745, 95th Cong., 2d Sess. 75 (1978) [hereinafter cited as Senate
Finance Committee Report].
12. I.R.S. Interp. Rul. No. 2071 (January 5, 1979).
13. I.R.C. § 1023(b)(3).
14. I.R.C. § 1023(a)(2).
lishing the carryover basis of this property is often difficult, if not
impossible. Since the carryover basis rules require the executor to
establish the decedent's cost when property was acquired before De-
cember 31, 1979,' 5 in order to determine a basis for loss for income
tax purposes on disposition after death, the executor could place a
value on these assets in excess of their fair market value, and thus
increase the loss on a later sale or exchange. The restriction was
imposed to avoid this outcome by limiting the basis so that it will not
exceed fair market value.
C. Minimum Carryover Basisfor Tangible Personal Property
The 1976 Act not only created a $10,000 exemption for dece-
dent's personal and household effects, but in addition, allowed each
estate a minimum basis in all of its carryover basis assets of
$60,000. 16 This allowance was designed to provide relief for smaller
estates.' 7 In administering decedents' estates, executors frequently
find it difficult to determine the basis or date of acquisition of tangi-
ble personal property owned by the decedent. Most estates contain
among their assets antiques, works of art, coins, silverware, china,
and other esoteric items for which records of date and cost of acqui-
sition are rarely kept. Before the enactment of the 1976 Act, the ab-
sence of these records caused little difficulty since these items would
be included in the gross estate at their value at the date of death or, if
elected, at the alternate valuation date.
The 1976 Act, however, imposed upon the executor the duty of
establishing the date and cost of each item acquired by the decedent.
If the fresh start adjustment' 8 to the December 31, 1976, value was
greater than the carryover basis in the hands of the decedent, the
adjustment would be allowed. On the other hand, if the value of the
15. See note 6 and accompanying text supra.
16. I.R.C. § 1023(d).
17. Other relief for small estates may also be forthcoming. The 1979 budget presented to
Congress by President Carter on January 22, 1979, proposed an increase in the minimum basis
subject to a carryover basis adjustment from $10,000 to $175,000. This would exempt more
small estates from the carryover basis provisions that are now set to apply to property acquired
from decedents dying after 1979.
18. The concept of a "fresh start" adjustment for property held by a decedent on Decem-
ber 31, 1976, to increase its basis up to its fair market value, was introduced by the 1976 Act.
I.R.C. § 1023(h). The question arose whether there could be a successive fresh start adjust-
ment for the identical property in the estate of a later decedent.
Under the 1978 Act, when the property passing from a later decedent has a carryover
basis attributable to a prior decedent, the fresh start adjustment in the estate of the later dece-
dent will not be permitted. Pub. L. No. 95-600, § 702(c)(4), 92 Stat. 2927 (1978) (adding I.R.C.
§ 1023(h)(4)). An exception is recognized when the carryover basis property was jointly held
with rights of survivorship, in which case a fresh start adjustment will be allowed in the estate
of the surviving joint tenant for the portion of the property that was not taxed in the estate of
the first joint tenant. Senate Finance Committee Report, supra note I I at 78.
The section applies to property acquired from a decedent dying after December 31, 1979.
Pub. L. No. 95-600, § 515, 92 Stat. 2884 (1978).
property on December 31, 1976, was less than its basis to the dece-
dent, the latter as adjusted became the carryover basis for income tax
purposes. The difficulty arose, however, when the executor could
not ascertain the cost of the item to the decedent for some reason.
When this information was lacking, the valuation of the property as
of December 31, 1976, could not be established, and the executor
could not determine whether the property was entitled to a fresh
start or was bound by the decedent's cost. The inability to prove the
basis for this property created income tax problems.
To ease this burden, the 1978 Act created a formula to deter-
mine the minimum basis that reflects the fresh start adjustment.' 9
This procedure is available only for the valuation of tangible per-
sonal property acquired from a decedent dying after 1979, which
property the decedent owned or was deemed to have owned on De-
cember 31, 1976.20 By this formula, the executor must first establish
the value of the property at the decedent's death. Then the mini-
mum basis for each item will be computed by discounting this value
by an assumed rate for the appreciation since December 31, 1976, of
approximately eight percent per year. Section 702(c) of the 1978 Act
states the formula:
The amount determined under this paragraph for any prop-
erty is (i) the value of such property (as determined with respect to
the estate of the decedent without regard to Section 2032) divided
by (ii) 1.0066 to the nth power where "n" equals the full number
of calendar months which have elapsed between December 31,
1976 and the date of the decedent's death.2'
The rationale for this approach is an assumed appreciation in
value of the property at the rate of eight percent per annum com-
pounded from January 1, 1977, forward to the date of death. Com-
putations using this formula make it clear that in a relatively short
period of time, property owned by the decedent on or before 1977
will have its basis substantially reduced, which increases the income
tax burden upon disposition of the property. The lesson to be
learned is that estate planning advisors should impress upon their
clients the necessity for making records of such items as soon as pos-
sible, so that they are available when needed.
III. Corporate Stock
A. Application of Carryover Basis to Corporate Stock.- Section 306
Stock
Another major focus of the 1978 Act is the application of the
fresh start provisions to corporate stock, and in particular, those
19. Pub. L. No. 95-600, § 702(c)(2)(A), 92 Stat. 2926 (1978) (amending I.R.C. § 1023(h)).
20. Senate Finance Committee Report, supra note 1I, at 77.
21. Pub. L. No. 95-600, § 702(c)(2)(A), 92 Stat. 2926 (1978) (amending I.R.C. § 1023(h)).
types of stock addressed by section 306.22 Congress introduced sec-
tion 306 of the 1954 Internal Revenue Code to prevent a "bail-out"
of corporate earnings at capital gains rates, rather than as dividend
income. Section 306 stock generally is created either as a result of a
preferred stock dividend on common stock or a corporate reorgani-
zation. In the absence of a complete termination of the shareholder's
interest under section 306(b), the disposition of section 306 stock,
other than by a redemption, is treated as ordinary income to the
transferor, to the extent of the stock's pro rata share of earnings and
profits on the date of the issuance of the stock. When a redemption
occurs, the amount realized is treated as a dividend under section
301 in proportion to the earnings and profits recorded at the end of
the taxable year by the corporation in which the redemption took
place. Under the 1954 Act, if an individual owning section 306 stock
died, however, the taint normally attributed to section 306 stock was
removed as a result of death, since the estate received a stepped-up
basis for the stock equal to its fair market value at the date of death,
or if elected, the alternate valuation date.23 This stepped-up basis
was unrelated to the decedent's cost basis. Thus, sales or other dis-
positions of section 306 stock by an estate had no adverse income tax
implications.
Following enactment of the 1976 Act, major revisions were re-
quired in shareholder agreements of closely held corporations and
the funding techniques utilized to pay for shares sold pursuant to
these agreements. Several factors necessitated this re-evaluation.
First, the carryover basis provisions imposed a tax on the estate
when it sold the shares of stock. The 1976 Act eliminated the
stepped-up basis available to estates for section 306 stock and re-
placed it with a carryover basis provision, subject to a fresh start
adjustment for its value as of December 31, 1976. Consequently, this
stock owned by a decedent did not lose its taint as a result of death,
and disposition of the stock resulted in ordinary income to the estate,
unless the interest of the estate was completely terminated. The in-
crease in the basis of the section 306 stock to its value on December
31, 1976, however, did not reduce the amount of ordinary income
reportable by the estate. Second, redemptions of section 306 stock
under section 303 were no longer feasible because of the ordinary
income tax impact to the estate. Last, because section 306 stock fre-
quently represented a sufficiently large portion of the decedent's es-
tate to qualify for a section 303 redemption, the dividend impact to
the estate made the provision unavailable to many estates.
The 1978 Act amends the special rules applicable to section 306
22. I.R.C. § 306.
23. Treas. Reg. § 1.306-3(e) (1973).
stock under the 1976 Act by limiting the amounts that will be taxable
as ordinary income if section 306 stock, which was distributed to a
shareholder before January 1, 1977, is disposed of after the share-
holder's death by a person whose basis is a carryover basis from the
deceased shareholder.24 The amendment provides that the amount
to be treated as ordinary income will not exceed the difference be-
tween the amount realized and the sum of the adjusted basis of the
stock on December 31, 1976, and any fresh start adjustment under
the carryover provisions. In the case of a redemption, however, this
special rule applies only for a redemption that would be treated as a
sale or exchange, if the stock were not section 306 stock.
This new rule applies only to section 306 stock inherited from a
decedent who dies after December 31, 1979, since application of the
carryover basis rules has been postponed until that date." The dece-
dent must also have owned the stock on December 31, 1976, for this
rule to apply. If 306 stock is issued after December 31, 1976, and the
carryover basis rule is in effect, this relief provision will not apply,
and the full amount of redemption proceeds will be treated as divi-
dend income to the extent of the earnings and profits of the redeem-
ing corporation at the close of the taxable year. Thus, the
amendment restates the stepped-up basis rule until the end of the
deferment period on December 31, 1979.
The 1978 Act also makes clear that the special rules of Section
306 do not apply to the extent a distribution in redemption of section
306 stock is made under the provisions of section 303.26 A transac-
tion qualifying under section 303 will be treated as a sale or ex-
change, and capital gain will be available to the estate for any
amount received in excess of the basis of such stock.27
The moratorium granted to the carryover basis provision, mak-
ing it inapplicable to estates of decedents who die before December
31, 1979, presents a serious problem for estate planning. At the pres-
ent time, it is impossible to predict whether the moratorium will be
permitted to expire or extended for an additional period, or whether
the carryover basis provisions will be repealed in their entirety. Un-
til this decision is made, estate planners should continue to follow
the format utilized in shareholder agreements prior to the enactment
of the 1976 Act. Caution must be exercised, however, concerning the
qualifications of stock owned by the decedent for a section 303 re-
demption. When a section 303 redemption is contemplated and the
24. Pub. L. No. 95-600, § 702(a), 92 Stat. 2925 (1978) (adding I.R.C. § 306(a)(3)).
25. See note 7 supra.
26. Pub. L. No. 95-600, § 702(a)(2), 92 Stat. 2925 (1978) (adding I.R.C. § 306(b)(5)). The
effect is that during the deferment period, the pre-1976 Act rule is reinstated and the stepped-
up basis rule is operative.
27. Pub. L. No. 95-600, § 515, 92 Stat. 2884 (1978) (amending I.R.C. § 1023).
corporation owns insurance on the decedent's life to fund the re-
demption, a careful analysis must be made regarding the qualifica-
tion of this stock for such a redemption. Should the stock no longer
qualify, it may be necessary to rearrange the ownership and benefici-
ary provisions of the insurance policies acquired to provide for fund-
ing of these stock purchase transactions.
B. Relationship of Carryover Basis to Section 303 Stock
Under the 1976 Act, stock in a corporation owned by the dece-
dent is eligible to be redeemed under section 303 if it exceeds fifty
percent of the gross estate, less "allowable" deductions under sec-
tions 2053 and 2054. Previously, the percentage of ownership re-
quired under one of the tests to qualify such stock for redemption
was based upon the gross estate, less deductions actually "claimed
and allowed" on the estate tax return. When administration ex-
penses are claimed as a deduction on the estate's income tax return,
qualification of the stock for redemption under section 303 will no
longer be affected, since the gross estate will be reduced by the "al-
lowable" deductions under sections 2053 and 2054, regardless of
whether they were taken and allowed on the estate's income tax re-
turn.
In addition, the disclaimer of the marital deduction by the sur-
viving spouse will not affect the eligibility of the stock to be re-
deemed under section 303, since the taxable estate is no longer an
element of the test for determining the percentage of the estate that
the stock must constitute to qualify. Prior to the 1976 Act section
303 stock had to be either thirty-five percent of the gross estate or
fifty percent of the taxable estate to qualify under section 303.
When an executor is considering an election of the special use
valuation for farm or closely held business real property, he should
be careful that the reduction in the value of the qualifying property
does not prevent the estate from complying with the requirements of
the fifty percent test under section 303.
When the taxpayer owns stock in a corporation as well as other
assets, the use of an inter-spousal tax free gift of $100,000 composed
of assets other than the corporate stock can be helpful in qualifying
the corporate stock to meet the fifty percent test under section 303. If
the donor survives the gift by three years, the gross estate will be
reduced thereby and the proportion of the value of the corporate
stock in the estate will simultaneously be increased.
IV. Miscellaneous Amendments
A. Special Use Valuation and the Determination of Basis of Farm
or Other Business Real Property
The 1976 Act provided that a special use valuation could be
elected for the basis of farm or other closely held business real prop-
erty included in the decedent's gross estate, if certain conditions were
met.28 Property not subject to special use valuation would be valued
at its fair market value, its highest and best use, at the date of the
decedent's death or the alternate valuation date, if elected. 9 This
valuation method was not suspended along with the carryover basis
rules. Consequently, when the special use valuation is elected for
qualifying farm or other closely held business real property acquired
from a decedent who died after 1976 and before 1980, the estate tax
valuation and the income tax basis will be determined under the spe-
cial use valuation provisions of the 1976 Act.3"
B. Transfers Within Three Years of Death
The 1976 Act declared that gifts made by a decedent within
three years of death and after 1976 would be included in the gross
estate.3 Gifts qualifying for the annual gift tax exclusion of up to
$3,000 were exempt from this rule.32 The concept of transfers in
contemplation of death was no longer at issue.33
In re-examining what appeared to be a simple formula, several
concerns arose. Executors complained that serious administrative
burdens were imposed upon them by this rule, under which they
were required to determine the existence and value of any gifts made
within the three year period before decedent's death. Moreover, it
was unclear how much of the gift could be excluded either when the
28. I.R.C. § 2032A.
29. I.R.C. §§ 2031, 2032.
30. Pub. L. No. 95-600, § 702(c)(l)(A), 92 Stat. 2926 (1978) (amending I.R.C. § 1014(a)).
31. Since the initial adoption of a federal gift tax, an annual exclusion from this tax has
been allowed to a donee for transfers of a modest amount. See I.R.C. § 2503(b). The exclud-
ible amount has decreased over time. The original 1932 gift tax law allowed an annual exclu-
sion of $5,000 per donee, which was reduced to $4,000 in 1938 and reduced further to $3,000 in
1942. The characteristics of donated property eligible for the annual exclusion have also va-
ried. See E. POLISHER, ESTATE PLANNING AND ESTATE TAX SAVING 110 (Bisel 1948).
The reason given by the Treasury for this exclusion was its own administrative conven-
ience, since small gifts usually made to family members would be impossible to check. A
parallel exclusion from the federal estate tax, however, was never granted. Whether gifts were
to be included in the gross estate depended upon the principles of contemplation of death, as
defined under the pre-1976 rules.
With the integration of the federal gift and estate tax into a unified transfer tax, under
which gifts made after December 31, 1976, were combined with the value of the assets of the
decedent transferred at death, a method was needed by which small gifts would be excluded
from the calculation of the federal estate tax.
32. I.R.C. § 2035(b).
33. Senate Finance Committee Report, supra note II, at 87.
value of the gift exceeded $3,000 or when the original value of the
gift was less than $3,000 but subsequently appreciated in value to an
amount in excess of the annual exclusion.
The 1978 Act clarifies this ambiguity by providing an exception
to the rule that all transfers within three years of death will be in-
cluded in the gross estate.34 The Act exempts gifts made to a donee
when no gift tax return is required to be filed-a gift to a donee of a
present interest that does not exceed $3,000 in a calendar year.35
That the gift later appreciates to a value exceeding $3,000 is irrele-
vant.
Under this rule, when the gift is required to be reported on a gift
tax return, not only will the amount of the gift made within three
years of death be included in the gross estate, but also any gift tax
paid thereon by the donor and his consenting spouse.36
Gifts of life insurance policies created a special problem be-
cause of the substantial increase in value of the policy between the
date when given and the amount of the proceeds when it matures by
death. The 1978 Act resolved this problem by excepting from the
annual exclusion exemption any transfer with respect to a life insur-
ance policy.37 This exception applied regardless of whether the gift
was of a present interest or of a value less than $3,000.38
The life insurance exception does not require the inclusion of
policy proceeds or the premiums on the policy when the premiums
were paid by the decedent within three years of his death if the pay-
ments would not have required their inclusion under pre-1976 law.
If the premiums or policy proceeds would have been included for
that reason, however, they would also be included under the new
provisions.39
The usefulness of the annual exclusion as a mechanism in estate
planning has been significantly enlarged by the 1976 Act; until the
enactment of the 1976 Act, the annual exclusion played no role in
the federal estate tax area. By the use of the annual exclusion, the
34. See 1.R.C. § 6019.
35. A contribution after 1976 to a spousal Individual Retirement Account (IRA) is a gift
of a present interest that qualifies for the annual exclusion. Pub. L. No. 95-600, § 702(j)(2), 92
Stat. 2932 (1978).
36. I.R.C. § 2035(c).
37. I.R.C. § 2035(b).
38. For example, consider the situation in which a decedent is insured by his employer
under a group-term policy for $50,000. He assigns all of his rights and interest in the policy to
his wife. He is not required to file a gift tax return because his present interest in the policy did
not exceed $3,000. The decedent dies within three years after gifting the policy to his wife.
The full $50,000 of insurance proceeds would be includible in his gross estate under the three
year rule.
39. Senate Finance Committee Report, supra note Ii, at 87. This provision applies to
estates of decedents dying after December 31, 1976, but does not apply to transfers made
before January I, 1977. Pub. L. No. 95-600, § 702(f), 92 Stat. 2930 (1978) (amending I.R.C.
§ 2035(b)).
gross estate will be reduced by the value of the gift, as well as by the
value of any appreciation after the date of the gift. In addition, in-
come earned on the gift is deflected from the donor.
Inasmuch as the annual exclusion can be used for an unlimited
number of donees each year, a safe harbor plan for the reduction of
the decedent's estate is readily available. When one considers that
the minimum transfer tax rate for any gift, after utilizing the full
unified credit, is thirty percent, each $3,000 annual exclusion per do-
nee produces at least a $900 federal estate tax savings.4"
It has become commonly accepted practice to encourage elderly
persons to execute powers of attorney in favor of a member of the
family or trusted friend, to enable the appointee to deal with the
property of the donor of the power in the event of disability. In
many states, these powers of attorney may include a provision that
continues the power of attorney in force, despite the disability or
mental incompetency of the donor. This provision becomes impor-
tant because the appointee can make gifts of the donor's property
during the donor's incompetency to persons who would be the nor-
mal beneficiaries of the donor. In this manner the annual exclusions
available to the donor can be utilized.4'
Nevertheless, donors who desire to take advantage of the $3,000
exclusion must be certain that the subject matter of the present inter-
est gift is properly valued. If the I.R.S. subsequently values the gift
higher than the allowable annual exclusion, the donor will have to
file a gift tax return, which makes the gift vulnerable to inclusion in
the donor-decedent's gross estate, should he die within three years of
making the gift.
The creation of a joint tenancy or tenancy by the entireties in
real property between spouses, when one spouse furnishes the con-
sideration, is not treated as a gift for gift tax purposes unless the
donor spouse so elects in a timely filed gift tax return. 2 If this elec-
tion is made, the gift must be reported, whether or not it exceeds the
$3,000 exclusion for gifts of present interests. If the election is not
made, no gift tax return is required, even though the amount trans-
ferred exceeds $3,000. Donors must exercise caution here, because if
they elect to treat the creation of the joint tenancy or tenancy by the
entireties as a gift, a gift tax return is required for the gift and the
I.R.S. would assert that the exception to the three year rule would
not apply even if the gift is less than $3,000.
40. An additional savings in state inheritance and estate taxes may also be realized.
41. I.R.S. Letter Ruling 7838112 (June 23, 1978).
42. I.R.C. § 2515.
C. Split Gifts Made Within Three Years of Death
"Gift splitting" between spouses has been an integral part of the
Federal gift tax pattern since its enactment. 3 Thus, under the 1976
gift tax law currently in effect, if one spouse makes a gift to a third
person, the other spouse by consenting to the gift would be deemed
to have made one-half the gift, despite the fact that the subject mat-
ter of the gift was the sole property of the donor spouse.
The integration of the federal gift and estate tax into a unified
transfer tax, and the inclusion of gifts made within three years of
death in the gross estate (excluding gifts qualifying for the annual
exclusion) caused the entire amount of "split gifts" made within
three years of death to be includible in the gross estate of the donor
spouse. Also includible in the gross estate of the deceased donor was
any gift tax paid by him or his consenting spouse, and this amount
was allowed as an estate tax credit to the estate of the donor
spouse. 44 Equity would seem to have required that under these cir-
cumstances, the estate tax status of the consenting spouse would be
restored to what it was before the disallowed gift was consented to;
this was not the case, however, under the 1976 Act.
45
The 1978 Revenue Act corrected this inequity by providing that
in computing the estate tax of the consenting spouse, the gift con-
sented to by that spouse, which was included in the estate of the
donor spouse, is to be excluded in determining the amount of life-
time transfers under the unified transfer tax. If the gift tax paid by
the consenting spouse was allowed as a credit to the estate of the
donor spouse, however, it will not be available as a credit to the es-
tate of the consenting spouse. 6
The attractiveness of split gifts by spouses, when one spouse fur-
nishes the gift property and the other spouse consents to the gift, has
been diminished by the 1978 Act because a split gift in excess of
$3,000 to which the non-donor spouse consents requires the filing of
a gift tax return. Not only does it negate the doubling of the gift,
which the consent of the non-donor spouse previously made possi-
ble, but if the donor dies within three years of the gift, it also simul-
taneously cancels the annual exclusion of the donor spouse for estate
tax purposes and causes the same to be thrown back into the gross
estate of the donor. The most advisable course to follow now is for
each spouse to use his or her own property when they intend to take
advantage of the annual exclusions allowed to each. Nothing pre-
43. I.R.C. § 2513(a) (formerly Int. Rev. Code of 1939 § 1000(f)(1)).
44. Pub. L. No. 94-455, §§ 2001, (d), 90 Stat. 1847 (1976) (adding I.R.C. § 2001(d)).
45. Senate Finance Committee Report, supra note 11, at 89.
46. Pub. L. No. 95-600, § 702(h), 92 Stat. 2931 (1978) (adding I.R.C. § 2001(e)). This
provision applies to estates of decedents dying after December 31, 1976, and to transfers made
after that date. Id
vents one spouse from making gifts to the other spouse to utilize the
annual exclusion and thus restore the latter's financial position after
the gift is made, provided this is not used as a subterfuge to take
advantage of the split gifts by the consenting spouse.
Many of the beneficiaries of gifts utilizing the annual exclusion
will be minors in the donor's family. These gifts, simple as they may
seem, can become involved in a myriad of problems, some caused by
personal and family considerations and others resulting from the
technical requirements of federal gift tax law. The annual exclusion
under the 1976 Act, for example, is unaffected and remains intact; it
can only be utilized for a gift of a present interest. The annual exclu-
sion is not available for a gift of a future interest, which is defined in
the regulations as including reversions, remainders, and other inter-
ests in estates, whether vested or contingent, whose use, possession,
or enjoyment is to commence at some future time.47 If the present
interest requirement for qualifying a gift was taken literally, how-
ever, most gifts to minors would be ineligible for the annual exclu-
sion because of the legal incapacity of the minor to own and use the
gift immediately. Recognizing this, the Internal Revenue Service
has created certain formats through which gifts to minors qualify for
the annual exclusion. These include: (1) outright gifts to minors; (2)
custodial gifts under the Uniform Gifts to Minors Act; (3) gifts in
trust for minors under section 2503(c) of the Code; (4) other gifts to a
minor in trust of a life interest with power in the trustee to pay trust
principal to the income beneficiary under section 2503(b) of the
Code; (5) a trust in which the trust instrument provides that a minor
beneficiary's guardian can demand annual payments from the trust
to consume the annual exclusion, known as the Crummey48 formula;
and (6) gifts in trust of income and principal to the same minor do-
nee, known as the Herr Doctrine.49
D. Frational Interest Rule
The 1978 Revenue Act permits a donor spouse to treat a pre-
1977 joint tenancy in real property as a "qualified joint interest,"
without the formality of severing the joint tenancy and then re-creat-
ing it."° The donor spouse may elect to report a gift of this property
in a gift tax return timely filed, with respect to any calendar quarter
of 1977, 1978, or 1979, and the election will be treated as the making
47. Treas. Reg. § 25.2503-3 (1972).
48. Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968). This doctrine was extended
to adult beneficiaries in I.R.S. Letter Ruling 7902007 (Sept. 26, 1978).
49. Commissioner v. Herr, 303 F.2d 780 (3d Cir. 1962). See also, Polisher and Kapustin,
Gis to Minors Qualfyingfor the Annual Gift Tax Exclusion Under the Internal Revenue Code,
81 DICK. L. REV. 1 (1976).
50. Pub. L. No. 95-600, § 702(k)(2), 92 Stat. 2932 (1978) (adding I.R.C. §§ 2040(d),(e)).
of the gift in the calendar quarter for which the gift tax return is
filed.5' This provision was also extended to joint tenancies in per-
sonal property.52
The reason for the 1978 revision was that the concept of the
"qualified joint interest," which was introduced by the 1976 Act, ap-
plied only to joint interests in real property created after December
31, 1976.13 For joint interests created before that date it was neces-
sary for the joint interest to be terminated, and then re-created after
December 31, 1976, to take advantage of this new section. If the
interest was a "qualified joint interest," only one-half of the property
would be included in the estate of the decedent, regardless of the
amount of contribution furnished by the surviving spouse. The 1976
provision did not apply to joint interests in personal property.
The 1978 Revenue Act provides that the amount of the gift will
be equal to one-half of the difference between the fair market value
of the property at the time of election and the sum of the considera-
tion furnished by the donor-spouse, and substantial improvement
thereto, and appreciation attributable to the contribution.5"
After 1979, as the law is presently written, the only method of
qualifying a pre-1977 spousal joint interest under the fractional in-
terest rule will still require the severing and re-creation of the joint
interest. This is an unnecessary complication and the pre-1977
spousal joint interest rules should be retained instead.
Spouses holding a pre-1977 joint interest that was terminated
and re-created after 1976, must make the application of the frac-
tional interest rule to the re-created interest under section 2040(d). If
the re-created interest occurs after 1979, the election may only be
made with respect to the calendar quarter in which the re-creation
actually occurs.55 It is not clear how this provision will affect taxpay-
ers who have severed and re-created pre-1977 joint interests and filed
gift tax returns prior to the enactment of the election provision.
These taxpayers may be required to file amended gift tax returns in
which the amount of the gift is determined in accordance with sec-
tion 2040(d).
51. I.R.C. § 2040(d)(2).
52. Pub. L. No. 95-600, § 702(k)(l)(a), 92 Stat. 2932 (1978) (adding I.R.C. § 2515A).
53. Senate Finance Committee Report, supra note II, at 94.
54. As an example of the computation of a gift, assume the donor spouse prior to 1977
purchased property in their joint names for $50,000 with his own funds and the other spouse
contributed nothing. In the fourth quarter of 1978, the donor spouse decided to utilize the new
fractional interest rule of the 1978 Act and to declare a gift as of the fourth quarter of 1978,
when the property was worth $200,000. (1/2 X $200,000 (value of property at date of gift) X
$50,000 (consideration supplied by donor spouse)
$50,000 (total consideration supplied)
(1/2 of $200,000 X gift $100,000).
55. I.R.C. § 2040(e).
The election must be timely made in a federal gift tax return.
No election can be made for any quarter of 1977, because the cutoff
date for the filing of a return for gifts in 1977 was February 15, 1978.
As to 1978, if the gift exceeds $25,000, an election could only be
made for only the fourth quarter, because the date for filing a 1978
gift tax return for any gift less than $25,000 made in any quarter of
1978, or a gift made in the fourth quarter of 1978, is February 15,
1979. Thus, if no election has been made at the time of the publica-
tion of this article, only a date in 1979 remains in which to make the
election.
In addition, if the election to treat the creation of the joint inter-
est as a gift is made within three years of the death of the donor-
spouse it will be treated as a transfer within three years of death and
included in the decedent's estate.
E. Particioation Of A Spouse In Jointly Owned Farm Or Business
Property
A new concept introduced by the 1978 Revenue Act provides
that when a surviving spouse materially participates in the conduct
of a jointly owned farm or business property, that service may re-
duce the value of the jointly owned farm or business property as an
asset in a decedent's estate, even though the decedent furnished the
entire purchase price for the property.56 This provision was intended
to establish the principle that services performed by a surviving
spouse in a business that the spouses owned jointly, should be
treated as contributions from the participating spouse, although the
spouse has not supplied any capital."
The Internal Revenue Service had long resisted this approach
and disallowed such claims as contributions. While some courts rec-
ognized the concept, especially in regard to the "Mom and Pop" type
of business,58 a recent court decision rejected this rationale. 59 Con-
gress' adoption of the concept, however, makes it available to dece-
dents dying after December 31, 1978.60
The benefits of this provision must be elected by the executor of
the decedent's estate not later than the date (including extensions)
for filing the estate tax return and in accordance with regulations to
be issued by the Secretary. 6' The joint interest must have been cre-
ated by decedent or his spouse and only they can be the joint owners.
56. Pub. L. No. 95-600, § 511, 90 Stat. 2881 (1978) (adding I.R.C. § 2040(c)).
57. Conf. Rep. No. 95-1800, 95th Cong., 2d Sess. 272, reprinted in 11978] U.S. CODE
CONG. & AD. NEWS 7198, 7267.
58. E.g., Berkowitz v. Commissioner, 108 F.2d 319 (3d Cir. 1939); Estate of J.G.
Guiliani, II T.C.M. 673 (CCH 1952).
59. Estate of S. J. Ehret, 35 T.C. 432 (1976).
60. Pub. L. No. 95-600, § 51 1(b), 92 Stat. 2882 (1978).
61. 1.R.C. § 2040(c)(9).
The amount includible in the gross estate will be reduced by two
percent for each year of material participation by the spouse, not to
exceed fifty percent of the value, but the gross estate may not be
reduced by more than $500,000. The term "material participation"
is determined in a manner similar to that utilized by other sections of
the Internal Revenue Code.6 2
This section applies only to real property and tangible personal
property. Therefore, stocks, bonds, bank accounts, copyrights, pat-
ents, and other forms of intangible personal property are not eligible.
The new rule for jointly held business and farm property should
prove valuable for taxpayers operating a farm or other jointly owned
business. But since the benefits of this section depend on evidence of
the surviving spouse's "material participation" in the operation of
the business, accurate records should be maintained to establish the
services rendered by each spouse to the operation of the farm or
business, so that the jointly owned farm or business will be eligible.
When the provision is utilized it produces a fair result that more
accurately reflects the contributions in money and labor of both
spouses in the building of a family enterprise. It does, however,
leave many questions yet to be resolved by the Regulations. Perhaps
the major question is whether the surviving spouse can receive credit
for contributions in money from mortgage amortization payments
made over the years out of the income earned from the property,
even if the decedent provided all of the consideration for the down
payment. Since most states split the income of a tenancy by-the-
entireties between the spouses,6 3 it would appear that the surviving
spouse should be given credit for contribution in money or money's
worth for one-half of the income of the property. It remains to be
seen, however, whether the new section 2040(c) will recognize these
state law provisions.
F Treatment of Certain Family Interests in Qualifying for Deferral
of Taxes
To qualify for the estate tax deferral provisions allowed for a
closely held business, the 1978 Revenue Act provided that interests
in the business owned by family members will be attributed to the
decedent for purposes of both the fifteen or fewer shareholders or
partners rule, or the twenty percent interest rule, to meet the sixty-
five percent test.64
The 1976 Act enacted a fifteen year deferral for payment of es-
62. I.R.C. § 2040(c)(7).
63. See 42 AM. JuR.2d Husbandand W!fe § 67 (1968); Shapiro v. Shapiro, 424 Pa. 120,
136 (1966).
64. Pub. L. No. 95-600, § 512, 92 Stat. 2882 (1978) (adding I.R.C. § 6166(b)(2)(D) and
(b)(7)).
tate taxes attributable to the decedent's interest in a closely held
business, when it exceeded sixty-five percent of the value of the ad-
justed gross estate. There was a complete deferral of tax for the ini-
tial five year period, with interest only payable thereon at the rate of
four percent on the first $1,000,000 of valuation, and the tax itself
was to be paid in installments over a ten year period after the five
year deferral.65 By attributing family ownership to the decedent, the
1978 Act made it easier for an estate to qualify a business interest as
a "closely held business," with the accompanying advantages of this
deferred tax payment method.66
The application of this amendment is confusing because Con-
gress enacted section 512(a) of the 1978 Act and it purported to
amend section 6166(b)(2) of the Code to qualify the interests for the
fifteen year extension by expanding the definition of a decedent's
business interests to include interests owned by members of the fam-
ily. At the same time, however, Congress added section 512(b)(7) as
an amendment to section 512(a) that provided that if the executor
elects the benefits of this expanded family ownership to qualify a
capital interest in a partnership or any non-readily tradeable stock
for the time extension, the four percent interest rule will not apply
and the time for payment of the tax cannot extend beyond ten years.
Although the Conference Committee Report indicates that the fam-
ily attribution rule also applies to the separate provision for exten-
sion of time for paying estate tax attributable to closely held business
interests under section 6166A, section 512 of the 1978 Act actually
amended only section 6166 (fifteen year extension). This confusion
calls for clarification either by regulation or congressional amend-
ment.
The new provision added by the 1978 Act should be carefully
evaluated. If a partnership interest or closely held corporation stock
65. Pub. L. No. 94-455, § 2004(a), 90 Stat. 1862 (1976).
66. The decedent owns a fifteen percent interest in a closely held business, the value of
which exceeds sixty-five percent of his gross estate. There are eighteen individual sharehold-
ers. Because the decedent alone does not own more than twenty percent of the business inter-
est, or the business interest has more than fifteen partners or shareholders, under the 1976 Act
the decedent's interest will not qualify for § 6166. Under the 1978 Act, if any of the other
shareholders are family members of the decedent, the stock of the family members can be
attributed to the decedent in order to qualify for either the twenty percent partnership capital
interest or at least twenty percent of the non-readily tradeable voting stock test, or the fifteen
or fewer partners or shareholders test. For example, assume there are eighteen shareholders
and three or more shareholders are family of a decedent, then each of them will not be deemed
to be a shareholder but only the decedent will be counted as a shareholder and thus, the fifteen
or fewer shareholders test will be met. Under these circumstances the interest of a decedent
will qualify for the deferral of § 6166. On the other hand, if only two of the shareholders are
family members, so that the fifteen or fewer shareholders test cannot be met, then the two
family shareholder interests may be added to the decedent's fifteen percent partnership or
corporation capital interest in order to qualify for the deferral under the twenty percent test.
When the attribution rules are utilized to meet the twenty percent partnership or corporation
capital interest test, however, the extended period for paying the tax cannot exceed ten years
and the special four percent interest rate will not apply.
owned by the decedent can qualify as a closely held business interest
under the fifteen or fewer partners or shareholders test after utilizing
the existing and expanded attribution rules, which apply automati-
cally, the estate should refrain from electing to satisfy the "twenty
percent interest" test, since the use of the attribution rules to satisfy
the number of partners or shareholders test will still permit the estate
to use the fifteen year payment method with the four percent interest.
When an estate does not qualify under section 6166, or when no
taxes are due at the time of the initial return, a protective election
may be made to defer payment of any portion of tax remaining un-
paid at the time the values are finally determined (or agreed upon
following audit of the return) on any deficiencies attributable to the
closely held business interests. Extension of tax payments pursuant
to this election will be contingent upon final values determined and
whether the requirements of section 6166 are met. A protective elec-
tion does not, however, extend the time for payment of any amount
of tax. It must be filed with a timely filed estate tax return that states
the election is being made.6 7
G. Pro visions Affecting Income In Respect of a Decedent
For decedents dying between 1977 and 1980, the 1978 Revenue
Act postponed the amendment included in the 1976 Act that con-
cerned the income tax deduction for the estate tax attributable to
income in respect of a decedent.68
The 1976 Act made two changes in the computation of this de-
duction: (1) it expanded the deduction to include state estate, inheri-
tance, and succession taxes; and (2) it altered the method of
computing the deduction by multiplying the estate tax by a fraction,
the numerator of which was the income in respect of the decedent,
and the denominator being the value of the gross estate.69 As a re-
sult the deduction was based on the estate's average applicable estate
tax rate, rather than on the highest tax rate of the estate, which was
the basis for the deduction prior to the amendments.7 °
Although the postponement of the 1976 Act changes means that
the deduction will be figured at the highest tax rate applicable to the
estate, this advantage will be diminished because the state estate, in-
heritance, and succession taxes will not be included in the calcula-
tion of the deduction. Their inclusion under the 1976 Act provisions
had a counterbalancing effect of increasing the income in respect of a
67. Treas. Reg. § 20.6166(d) (19 ).
68. Pub. L. No. 95-600, § 515, 92 Stat. 2884 (1978) (amending Pub. L. No. 94-455,
§ 2005(0(i), 90 Stat. 1878 (1976)).
69. I.R.C. § 691(c)(1).
70. See note 67 supra.
decedent deduction.7'
The 1978 Revenue Act additionally provided that for purposes
of computing the long term capital gain deduction, or the amount of
gain for purposes of the long term capital gains alternative tax and
any net capital losses, the amount of the gain is to be reduced (but
not below zero) by the amount of any applicable deduction for estate
taxes attributable to a gain treated as income in respect of a dece-
dent.72
Since the carryover basis rules were postponed for three years,
appreciated property acquired from decedents who die after 1976
and before 1980 will get a stepped-up basis equal to its fair market
value on the date of decedent's death. Thus, during the postpone-
ment period, the lowest over-all tax result is achieved by leaving low
basis, high value property by will to be sold by the owner's estate or
beneficiary after his death. Any estate plan for appreciated property,
however, must take into account the projected reinstatement of the
carryover basis rules in 1980. Under the carryover basis rules, estate
tax attributable to appreciated property is treated as an increase in
basis rather than as a deduction, but the tax effect, deduction of the
gain before the long term capital gains deduction, is the same.
H Provisions Affecting Special Use Valuation
Several provisions of the 1978 Act affect the "special use valua-
tion" of real property. The 1976 Act provided that real property
used as a farm or in a closely-held business could be valued on the
71. Assume a taxable estate of$1,000,000 that includes income in respect of a decedent of
$100,000. Under the pre-1976 Act computation, reinstated by the 1978 Act for decedents dying
before January I, 1980, the net federal estate tax (after deduction of state tax credit and 1979
unified credit of $38,000) is $274,600. Federal estate tax on a taxable estate of $900,000, after
excluding the income in respect of a decedent, is $241,200. Thus, the income in respect of a
decedent deduction is $33,400.
Under the 1976 Act computation, the federal estate tax of $274,600 is multiplied by a
fraction, the numerator of which is income in respect of a decedent ($100,000) and the denomi-
nator is the gross estate ($ 1,000,000). Therefore, the income in respect of a decedent deduction
for federal estate taxes would be $27,460 ($274,600 divided by 10) or a difference of $5,940.
This example does not take into account applicable state inheritance or estate taxes that would
be included in the numerator and that would further increase the income in respect of a dece-
dent deduction under the 1976 Act.
72. The committee report explained the new provision as follows:
[W]hen the heir is entitled to long term capital gain treatment, there may be a sub-
stantial disparity of treatment for income tax purposes between gains recognized by
the heirs for property sold before death by the decedent and gains realized by the
heirs upon a subsequent sale of inherited property. In the case of a sale before death
some courts have held that an individual is entitled to both the deduction for estate
taxes attributable to the gain and the 50% long-term capital gain deduction based on
the amount of gain undiminished by the deduction for estate taxes. However, in the
case of a sale of inherited property by an heir, the basis adjustments for death taxes
attributable to appreciation would be taken into account in determining the amount
of gain to which the 50% long-term capital gain deduction applies.
Senate Finance Committee Report, supra note II, at 74.
This provision is effective with respect to decedents dying after November 6, 1978, the
effective date of the 1978 Act. Pub. L. No. 95-600, § 702(b)(2), 92 Stat. 2925 (1978).
basis of "actual use" as a farm or business, rather than the "highest
and best use," if certain requirements were met.7 3
1. Government Subordination of Special Lien.-When the spe-
cial use valuation is elected, a federal tax lien automatically arises on
all property qualifying for this special treatment in an amount equal
to the potential additional estate tax liability.74 The farmer or the
owners of a closely-held business may face problems in trying to bor-
row funds if they wish to use the real property as security, since the
United States Government would have a first lien on the property.
The Federal Land Bank System provides loans to farmers only
when the real property would serve as a first lien. The possibility of
recapture of estate tax benefits due to the election of special use valu-
ation would prevent the taxpayer from obtaining a Federal Land
Bank loan. Authority to subordinate the lien has been granted to the
Secretary of the Treasury to alleviate this problem.
The Secretary of the Treasury already had authority to
subordinate its lien under either of two circumstances: (1) if an
amount equal to the amount of the lien is paid over to the Secretary,
or (2) if the Secretary believed that the amount realized would ulti-
mately be increased and the collection of the tax facilitated by the
subordination.75 The 1978 Revenue Act allows subordination of a
section 6324B lien in a new, third situation for estates of decedents
dying after December 31, 1976-"if the Secretary determines that
the United States will be adequately secured after such subordina-
tion."76
2. Satisfaction of Pecuniary Request.-Real property may
qualify for special use valuation under section 2032A, even though
distributed in satisfaction of a pecuniary bequest.77 To qualify for
the special use valuation, a qualified heir must acquire real property
"from the decedent."78 When property is received in a taxable trans-
action, however, it is not considered to be property "passing from"
or "acquired from" a decedent.79 Since the distribution of property
in kind by an estate in satisfaction of a pecuniary bequest is a taxable
transaction, 80 it was unclear whether real property so distributed
would qualify for special use valuation.
The 1978 Revenue Act corrected this unintended income tax
consequence, by providing that when special use valuation real
73. I.R.C. § 2032A.
74. I.R.C. § 6324B(b).
75. I.R.C. §§ 6325(d)(1),(2).
76. Pub. L. No. 95-600, § 513(a), 92 Stat. 2883 (1978) (adding I.R.C. § 6325(d)(3)).
77. Pub. L. No. 95-600, § 702(d)(2), 92 Stat. 2928 (1978) (adding I.R.C. § 2032A(e)(9)).
78. I.R.C. § 2032A(b).
79. I.R.C. § 1014(b).
80. Kenan v. Commissioner, 114 F.2d 217 (2d Cir. 1940).
property is distributed in satisfaction of a pecuniary bequest, its spe-
cial use value will not be considered when computing the gain on
distribution.8' The gain will be the difference between the fair mar-
ket value on date of death, based on the highest and best use of the
property, and the value on the date of distribution. It was unclear
under the 1976 Act whether the gain would be measured by the date
of death value based on the highest and best use of the property and
the value on the date of distribution, or by the lower special use val-
82uation.
In implementing this amendment, Congress has created confu-
sion. Despite the postponement of the carryover provisions of the
1976 Act, the special use valuation for qualifying real property can
still be currently elected. The basis of the real property will be its
special use valuation, if elected. Since section 1014(a) of the Code
was simultaneously amended, the basis of the property acquired
from a decedent dying between December 31, 1976, and January 1,
1980, is (a) the value of the property as returned in the gross estate;
or (b) the alternate valuation, if elected; or (c) the valuation as deter-
mined under section 2032A (special use valuation). Amendments
were made to section 1040 to coordinate the change, but those
changes apply only to carryover basis property. Since no carryover
basis property will exist until January 1, 1980, it appears that the
gain on distribution in satisfaction of a pecuniary bequest with ap-
preciated special use valuation real property will be the difference
between its valuation on the estate tax return (meaning special use
valuation, if used), and the value at date of distribution, for estates of
decedents dying after December 31, 1976, and before January 1,
1980.
3. Involuntary Conversion of Special Use Valuation Property.-
In a separate act, approved two weeks before the 1978 Revenue Act,
the recapture of federal estate tax benefits of special use valuation
was eliminated when special use valuation real property would be
involuntarily converted within fifteen years of decedent's death.83
The new act changes the unintended result of the 1976 Act, which
was to recapture the estate tax benefits of special use valuation when
the real property was involuntarily converted by condemnation, fire,
or other casualty, within fifteen years of death.14 This occurred even
if the proceeds of the condemnation were reinvested in property used
81. Pub. L. No. 95-600, § 702(d)(3), 92 Stat. 2929 (1978) (amending I.R.C. § 1040(a)).
The amendment is applicable to estates of decedents dying after December 31, 1976. Pub. L.
No. 95-600, § 702(d)(6), 92 Stat. 2929 (1978).
82. Senate Finance Committee Report, supra note 11, at 83.
83. Pub. L. No. 95-472, § 4, 92 Stat. 1334 (1978) (amending I.R.C. § 2032A). This section
applies to involuntary conversions made after December 31, 1976. Id. at 1336.
84. I.R.C. § 2032A.
for the same special use. Currently, if the proceeds realized by the
conversion are reinvested in real property used by the qualified heir
and for the same purpose as the converted property, there is no re-
capture of benefits.
I Charitable Split-Interest Trusts: Amending to Comply With the
1969 Act
The 1969 Tax Reform Act established strict limitations on the
allowance of the charitable deduction for income, gift, and estate tax
purposes whenever a split interest85 is transferred to charity.86
Under these requirements, no charitable deduction is permitted for a
remainder interest passing to charity unless the remainder interest is
in the form of a charitable remainder annuity trust, a charitable re-
mainder unitrust, or a pooled income fund. No charitable deduction
is permitted for an income interest passing to charity (ie. a charita-
ble lead trust) unless the income interest is in the form of a guaran-
teed annuity interest or a unitrust interest.
The governing instruments of charitable remainder trusts, how-
ever, could be amended or conformed before 1978 to meet the 1969
Act requirements for estate tax purposes. This time limitation for
amending or conforming the governing instruments of charitable re-
mainder trusts was the result of several extensions, pursuant to the
transitional rules initially established by the 1969 Act. The latest
(and supposedly last) extension of the time limitation to December
31, 1977, was made by the 1976 Act.8 7 But this relief was available
only for the estate tax charitable deduction and covered charitable
remainder interests solely. The extension provided no relief for the
charitable deduction for income or gift tax purposes, or for income
interests passing to charity for income, gift, or estate tax purposes. 88
The 1978 Act extended the time to amend (or conform) the gov-
erning instrument of a charitable remainder trust to comply with the
1969 Act requirements until December 31, 1978, in order for an es-
tate tax charitable deduction to be allowed. In addition, it extended
this relief to income interests passing to charity for estate tax charita-
ble deduction purposes.
89
Furthermore, the 1978 Act provides comparable relief for in-
come and gift tax purposes. It authorizes the Secretary of the Treas-
ury to issue regulations that prescribe rules, similar to those for
85. A split interest is an interest in property transferred for both charitable and nonchari-
table purposes.
86. I.R.C. § 2055(e)(2).
87. Pub. L. No. 94-455, § 1304(a), 90 Stat. 1715 (1976).
88. Senate Finance Committee Report, supra note 11, at 103.
89. Pub. L. No. 95-600, §§ 514(a), (b), 92 Stat. 2884 (1978) (amending I.R.C.
§ 2055(e)(3)):
estate tax purposes, that affect the income and gift tax on trusts cre-
ated before December 31, 1977. Thus, the governing instrument of a
charitable lead or remainder trust created before December 31, 1977,
can be amended to comply with the requirements of the 1969 Act for
income and gift tax purposes, if the instrument is amended (or judi-
cial proceedings to amend are commenced) before 1979.90
The extension applies only to wills and trusts created before De-
cember 31, 1977. 9' Therefore, if a deduction for a remainder interest
or income interest passing to charity under a will or trust executed
before December 31, 1977, is not allowable for estate tax purposes at
the time of the decedent's death because, in the case of a remainder
interest, it fails to meet the requirements of a charitable remainder
annuity trust, a charitable remainder unitrust, or a pooled income
fund, or, in the case of an income interest, it fails to meet the require-
ments of a guaranteed annuity interest or a unitrust interest, an es-
tate tax charitable deduction will nevertheless be allowed if the
governing instrument is amended before 1979 to meet those require-
ments. When judicial proceedings are required to amend the gov-
erning instrument, the judicial proceedings must be commenced
before 1979 and the governing instrument must be amended by the
thirtieth day after the judicial proceedings become final.92
When the governing instrument is amended after the due date
for filing the estate tax return, the deduction will be allowed upon
the filing of a timely claim for credit or refund of an overpayment.93
The time for filing a claim, however, was not extended.
1. Qualifying Defective Charitable Remainder Trusts by Dis-
claiming Present Interests. -Since the 1969 Revenue Act, a split in-
terest charitable remainder trust will be allowed as a deduction for
federal tax purposes only if it is an annuity, unitrust, or pooled in-
come trust as defined under the Code.94 When the charitable re-
mainder trust fails to comply with these requirements, the income
beneficiary could cause the gift to the charity to be accelerated by
disclaiming the income interest, which creates a fully deductible
charitable gift. 95 This provides a manner of avoiding the charitable
remainder requirements of the 1969 Act.
Similarly, in a trust under a will in which the surviving spouse is




When a credit or refund is allowable as a result of an amendment or conformation made
pursuant to this provision, no interest will be allowed for the 180 day period after the date on
which the claim for credit or refund is filed. Id. § 2055(e)(2).
94. Id.
95. Id. § 2045.
left an income interest, and the provisions for the charitable remain-
der interest do not meet the annuity, unitrust, or pooled income trust
standards of the 1969 Revenue Act, an election by the surviving
spouse to take against the will under state law, when permitted, will
be construed to be the equivalent of a disclaimer, accelerating and
converting the gift to the charity as an outright bequest. As a result,
the requirements of section 2055(e)(2)(A) need no longer be met and
the charitable deduction will be allowed.9 6
J Provisions Affecting Generation-Skiping
1. Effective Date of Generation-Skpping Provisions.-The 1978
Revenue Act retroactively changed the effective date of the genera-
tion-skipping provisions from April 30, 1976, as enacted by the 1976
Act,9 7 to June 11, 1976, so that all transfers made before the June
date will not be subject to the generation-skipping transfer tax.
98
2. Certain Powers of Independent Trustees Are Not Treated as a
Generation-Skipping Transfer.-The 1978 Act provides that an indi-
vidual trustee will not be deemed to have a power in a trust, if he
meets certain requirements.99 The 1976 Act treated individual trust-
ees in certain cases as another generation beneficiary, even though
the trustee had no economic interest in the trust. A corporate trustee
did not face this problem. The 1978 Act corrected this difference of
treatment and is effective as to all transfers made after June 11, 1976.
3. Other Provisions Affecting Generation-Skipping Transfers.-
The 1978 Revenue Act made some technical revisions in the genera-
tion-skipping area to relieve other problems created by the 1976 Act.
One revision allows the use of alternate valuation when the taxable
termination does not occur until the death of an older generation
beneficiary other than the deemed transferor. This amendment al-
lows the use of alternate valuation after the death of the older gener-
ation beneficiary.' °
The 1978 Act provides that a tax imposed on the beneficiary of
an accumulation distribution must be reduced by the estate or gener-
96. Another method by which a defective trust can become eligible for the charitable
deduction was created by I.R.C. § 2055(e)(3). This section provides that if prior to the date for
filing the estate tax return the interest in property had passed directly to charity, a deduction
will be allowed as if the governing instrument was amended to conform to the requirements of
the 1969 Act. The death of the life tenant is deemed to be a disclaimer of the right to invade
the trust principal for his benefit. The life estate must still be valued, however, which reduces
the charitable deduction. Shriners' Hospital for Crippled Children v. United States, 602 F.2d
302 (Ct. Cl. 1979).
97. Pub. L. No. 94-455, § 2006(c), 90 Stat. 1889 (1976).
98. Pub. L. No. 95-600, § 702(n)(1), 92 Stat. 2935 (1978).
99. Pub. L. No. 95-600, § 702(n)(2), 92 Stat. 2935 (1978) (amending I.R.C. § 2613(e)).
100. Pub. L. No. 95-600, § 702(n)(4), 92 Stat. 2936 (1978) (amending I.R.C.
§§ 2602(d)(l)(A) and (d)(2)).
ation-skipping tax attributable to the accumulated income.' 0 ' This
was an attempt to insure that the distribution will not bear a double
tax.
The final generation-skipping provision enacted by the 1978
Revenue Act clarifies the rule that a taxable termination does not
occur until the end of a beneficiary's interests and powers, by provid-
ing that only present interests and powers must be considered, and
not future or contingent interests or powers. 102
In a previous article, the authors' posed a number of questions
involving generation-skipping transfers.' 0 3 Recently the Internal
Revenue Service proposed regulations that indicate the current posi-
tions of the I.R.S. on these problems. While the Regulations are not
yet final, all indications are that they will become final in substan-
tially their present form."~ The proposed regulations provide the
following answers to questions raised by the authors' 1976 article. (1)
Any additions made to a protected trust from a protected will will
not be treated as corpus additions subject to the generation-skipping
tax. (2) Only additions made after June 11, 1976, to a protected trust
will be subject to the generation-skipping tax. (3) Appreciation of
trust assets of a protected trust will not be treated as additions sub-
ject to the generation-skipping tax. (4) Income accumulations for
taxable years after December 31, 1978, not subject to a current power
of withdrawal, will be treated as additions to a protected trust subject
to the generation-skipping tax. (5) Elimination of fiduciaries that
reduces administrative cost resulting in the incidental increase of the
generation-skipping transfer will not cause the will or irrevocable
trust to lose its protection for the generation-skipping tax before Jan-
uary 1, 1982. (6) Elimination of a cash legacy that increases the gen-
eration-skipping transfer will cause a will to lose its protection unless
the legacy is replaced or unless the legatee predeceases the testator.
(7) Trusts subject to a general power of appointment will be treated
as revocable trusts, protected until January 1, 1982, unless the power
of appointment is exercised in a manner that increases the number of
generations or the amount of the generation-skipping transfer.
One question not answered by the proposed regulations con-
cerns the status of life insurance proceeds owned by a protected trust
when premiums have been paid after June 11, 1976. When the in-
surance proceeds are received, is their receipt an addition subject to
101. Pub. L. No. 95-600, § 702(o)(1), 92 Stat. 2936 (1978) (adding I.R.C. § 667(b)(6)).
102. Pub. L. No. 95-600, § 702(n)(3), 92 Stat. -_ (1978) (amending I.R.C. § 2613(b)(2)(B)).
This provision applies to any generation skipping transfer made after June 11, 1976. Pub. L.
No. 95-600, § 702(n)(1), 92 Stat. 2935 (1978).
103. Polisher, Kapustin, and Aaron, Federal Estate and Gi Tax Reform Act of 1976 and
Estate Planning Implications, 81 DICK. L. REV. 417, 450 (1977).
104. Treas. Reg. § 26.2601-1 (proposed December 22, 1978).
the tax, or is it to be treated as an appreciation of the existing assets?
If the policy existed prior to June 11, 1976, the receipt of the pro-
ceeds will not be treated as an addition subject to generation-skip-
ping tax. The treatment of premiums paid after June 11, 1976, to
continue the policy in force, however, still remains unresolved.
Attorneys, accountants, and other professionals employed by a
decedent or beneficiaries of a trust are not included in the definitions
of related or subordinate trustees. These advisors, not falling within
any of the relationships proscribed by the Act, will be eligible as
trustees, without the fear of imposing generation-skipping problems
upon the trust. Moreover, it is clear that under this amendment an
independent trustee can be given a sprinkling power not limited to
lineal descendants of the grantor, without having that power consid-
ered a power for generation-skipping transfer purposes.
K. Retention of Voting Rights During Lifetime in Transferred
Stock
Under the 1978 Revenue Act stock transferred by a decedent in
which he retained voting rights is included in his gross estate only if
it is stock in a "controlled corporation."' 05 The provisions of the
1976 Act had been intended to legislatively overrule the Supreme
Court's decision in United States v. Byrum' °6 and provided such
stock would be included in the decedent's gross estate.0 7 Under the
1978 Act provisions, this stock will be included only when the dece-
dent possessed twenty percent of the total voting power in the corpo-
ration after the transfer and during the three year period prior to his
death.0 8 Additionally, the stock will remain includible in the dece-
dent's gross estate if he transfers the voting rights in such stock
within three years of his death. 0 9
Since the 1978 Act does not require that stock in which the de-
105. Pub. L. No. 95-600, § 702(1), 92 Stat. 2931 (1978) (adding I.R.C. § 2036(b) and redes-
ignating § 2036(b) as § 2036(c)). These changes apply to all transfers made after June 22, 1976.
Pub. L. No. 95-600, § 702(i)(3), 92 Stat. 2931 (1978).
106. United States v. Byrum, 408 U.S. 125 (1972).
107. Senate Finance Committee Report, supra note 11, at 90.
108. I.R.C. § 2036(b).
Thus, for example, the stock will be included in the decedent's gross estate if the decedent
(I) transfers cash or other property to a trust of which he is a trustee and the trust buys stock in
a "controlled corporation," (2) indirectly retains voting rights through reciprocal transfers of
stock when the decedent had voting rights as trustees, or (3) transfers voting stock to a relative,
but retains the voting rights through an agreement with the trustee that he will vote the stock
according to the decedent's instructions. On the other hand, the stock will not be included in
decedent's gross estate if a decedent owned a majority of the stock in a controlled corporation
and transferred stock in which he did not retain the right to vote at any time during the three
year period before his death, or if decedent owned both voting and nonvoting stock in a con-
trolled corporation and transferred the nonvoting stock to another person. The rule does not
apply to the nonvoting stock even though decedent still owned voting stock. Senate Finance
Committee Report, supra note 11, at 90.
109. I.R.C. § 2036(b)(3).
cedent did not have a controlling interest be included in his estate
because he retained voting rights, any estate that paid tax on such
transferred stock under the 1976 Act provisions may be entitled to a
refund.
L. Disclaimers
Since the introduction of the marital deduction concept into the
federal estate and gift tax system," I0 it has been commonly accepted
practice to create in wills of married persons, two coexisting trusts
for the benefit of the surviving spouse. One trust would be the mari-
tal deduction trust and the other the residuary trust. The marital
deduction trust typically contained a general power of appointment
in favor of the surviving spouse, which he could exercise during his
lifetime or by will. In default of the exercise of this power of ap-
pointment, the trust principal usually was distributed to the residu-
ary trust or to designated beneficiaries, according to the terms of the
trust. Since no one is obligated to accept a bequest under a will, the
legatee could disclaim the inheritance.
The tax effect of a disclaimer, properly made, is to treat the des-
ignated recipient as though he or she never received the inheritance,
with the bequest then passing to the succeeding interest set forth
under the will as though the person disclaiming had predeceased the
testator.
When the surviving spouse disclaimed his interest in the marital
deduction trust, for whatever reason (usually to reduce his death
taxes by eliminating the trust corpus from his estate when he died),
the will commonly added the disclaimed trust corpus to the residu-
ary trust. Frequently, the surviving spouse was also the income ben-
eficiary of the residuary trust. Thus, this disclaimer had to be a
"qualified disclaimer" to enjoy the federal estate and gift tax bene-
fits.
Under the 1976 Act, a qualified disclaimer was defined as an
irrevocable and unqualified refusal to accept an interest in property
that satisfies four conditions, including that the interest must pass to
a person other than the person making the disclaimer, and the per-
son making the disclaimer must not have authority to direct the re-
distribution or transfer of the property to another person."'
The 1978 Act provides that a disclaimer by the surviving spouse
under these circumstances will be deemed a "qualified disclaimer" if
all other conditions of a qualified disclaimer are met. This occurs
notwithstanding the fact that the spouse will receive an income inter-
est with respect to the property, provided that the income does not
I!0. I.R.C. § 812(e) (1939).
111. Pub. L. No. 94-455, § 2009(b)(I), 90 Stat. 1893 (1976) (adding I.R.C. § 2518).
arise by direction of the surviving spouse."'
When the beneficiaries of the residuary trust who would enjoy
the benefits of the disclaimer by the surviving spouse, would not be
the testator's or trust-grantor's intended recipients of the disclaimed
property had he had the opportunity to consider this situation, it is
well-advised to provide in the will or trust a beneficiary to whom any
disclaimed property should pass.
It is not necessary that the entire interest in the property be dis-
claimed to take advantage of the disclaimer provisions of the Code.
In many instances it will become an exercise in computation. Thus,
the disclaimer may only extend to that portion of the bequest that
exceeds both the amount of the marital deduction required to reduce
or eliminate estate tax in the surviving spouse's estate and his actual
needs. This can be accomplished without any gift tax cost.
One unanswered question is whether a protected will or trust, as
defined under the generation-skipping transfer tax provisions, will be
adversely affected by a disclaimer, since it will increase the benefits
to the younger generation beneficiaries. It is probable that the an-
swer will be negative, since it is the result of an action by someone
other than the testator or creator of the trust."
l3
For a disclaimer to be valid, it must apply to property that be-
longs to someone other than the disclaiming person. Therefore,
when the surviving spouse disclaimed property jointly held with his
deceased spouse that passed to him by operation of law as the sur-
viving joint tenant, it was held that it was not a tax free disclaimer,
but was rather a transfer subject to gift tax, because he owned the
property by virtue of his survivorship and did not receive it by inher-
itance. " 4
112. Pub, L. No. 95-600, § 702(m), 92 Stat. 2935 (1978) (amending I.R.C. § 2518(b)(4)).
This amendment is applicable to all transfers that create an interest in the person making the
disclaimer after December 31, 1976. Id.
113. The 1978 Act disclaimer provisions apply to transfers made after December 31, 1976.
Transfers made prior to that date will be governed by court decisions, and controversy cur-
rently exists in this area between the Tax Court and the circuit courts. See Bishop v. United
States, 338 F. Supp. 1336 (N.D. Miss. 1970), cert. denied, 409 U.S. 878 (1972).
114. A recent request for an IRS ruling focused on another issue raised by the disclaimer
provision. I.R.S. Letter Ruling No. 7922018, [Weekly Alert] Fed. Tax Coordinator (RIA) 128
(May 31, 1979). The widow of a Texas decedent to whom his entire estate passed, inquired
whether she could make a qualified disclaimer of a remainder interest in the estate but retain
for herself a life interest. Under Texas law, a disclaimer of a fee estate in favor of a life estate
is permitted. The IRS stated that under § 2518 the widow could make a qualified disclaimer of
the entire estate or an undivided portion of the entire estate or of specific estate assets. Unfor-
tunately, however, until Treasury Regulations are issued, it could not rule on the request.
Since a qualified disclaimer under § 2518 must be made within nine months after death,
this period could pass before the Regulations are issued; and if the Regulations deny her the
right to disclaim, she would then be subject to gift tax, despite the fact that Texas law permits
the disclaimer.
This result could be avoided if the husband's will authorizes a disclaimer and provides
that the wife's disclaimed interest should pass to a nonmarital trust in which she would have a
M Provisions Affecting Deferred Compensation
1. Spousal IRA.-The 1976 Act and 1978 Act affected several
aspects of deferred compensation plans. The 1976 Act provided that
a working spouse could make limited contributions to an individual
retirement account (IRA) for the benefit of a nonworking spouse. II
Since the donee spouse may not enjoy the benefits of the contribu-
tions immediately, however, they were considered gifts of a future
interest and were not eligible for the $3,000 annual gift tax exclusion.
The 1978 Revenue Act provides that such contributions will be
deemed gifts of present interests eligible for the annual gift tax exclu-
sion whether in the form of an individual retirement account, retire-
ment annuity, or retirement bond. 6
In addition, the 1978 Act provisions make it clear that annuities
received by a beneficiary, other than an executor, under a spouse-
covered individual retirement account will qualify for an estate tax
exclusion. I" This equalizes the treatment of both working and non-
working spouses' individual retirement annuities in estates of dece-
dents who die after 1976.
2. Roll Over of Lump Sum Benefits by Surviving Spouse.-
Under the 1978 Revenue Act the surviving spouse of a deceased par-
ticipant in a qualified plan may roll over all or any part of a lump
sum distribution received after 1978 on account of the employee's
death, to an individual retirement account within sixty days of the
date of distribution."' The distribution must be rolled over into an
IRA, and not another qualified retirement plan." 9
3. Lump Sum Distributions May Be Excluded from Gross Es-
tate.-Under the 1978 Act, a lump sum distribution from a qualified
plan, payable by reason of death, may be excluded from the gross
estate of decedents dying after December 31, 1978, if the beneficiary
irrevocably elects in writing to forego the otherwise favorable in-
come tax treatment.
20
For decedents dying after December 31, 1976, the 1976 Act pro-
vided that death benefits from qualified retirement plans would no
longer be exempt from estate tax under section 2039(c), if received in
life interest. Fed. Tax Coordinator 2d 168 (May 31, 1979). This would comply with the 1978
amendment to § 2518.
115. I.R.C. § 220.
116. Pub. L. No. 95-600, § 7020)(2), 92 Stat. 2932 (1978) (adding 1.R.C. § 2503(d)).
117. I.R.C. § 2503(d).
118. Pub. L. No. 95-600, § 157(g)(2), 92 Stat. 2808 (1978) (adding I.R.C. § 402(a)(7)).
119. I.R.C. § 402(a)(7). This provision applies to lump sum distributions made after De-
cember 31, 1978. Pub. L. No. 95-600, § 157(g), 92 Stat. 2808 (1978).
120. Pub. L. No. 95-600, § 142(b), 92 Stat. 2796 (1978) (adding I.R.C. § 2039(0(2)).
a lump sum distribution.12' Although the federal estate tax would be
increased by inclusion of a lump sum distribution in the gross estate,
the beneficiaries of the lump sum distribution received favorable in-
come tax treatment, including partial capital gains treatment and a
special ten year forward averaging, as well as a deduction for estate
tax attributable to income in respect of a decedent under Section
69 1(c). 122
Since the 1976 Act, beneficiaries have had to make a choice,
when it is within their discretion, whether to elect to take their retire-
ment benefits from a qualified plan in a lump sum, or in an annuity
or form other than a lump sum. The choice is determined first by the
provisions of the plan itself, and then by whichever method thereun-
der creates the best overall tax savings for the estate and the benefi-
ciaries. The additional federal estate tax liability caused by receipt
of the benefits in a lump sum, which would be includible in the gross
estate, must be weighed against the income tax savings to the benefi-
ciary, if lump sum payment is elected. The decision will be largely
determined by the mathematical calculations involved. It should be
noted that the normal five year income averaging is still available,
even if the special ten year forward income averaging of section 402
is waived.
N Reliance on IRS Furnished G!ft Tax Return and Personal
Liability of Executors
The 1978 Revenue Act relieves an executor from personal liabil-
ity for estate tax deficiencies due to unreported lifetime gifts, if, in
good faith, he relies on gift tax returns of the decedent furnished to
him by the IRS in computing the estate tax, and those gift tax returns
omit post-1976 gifts made more than three years before the dece-
dent's death. 1
23
Because it may be difficult for an executor to learn the total
amount of lifetime gifts made by the decedent, a fact necessary to
compute the estate tax under the unified rates, section 6103 of the
Code allows him to request from the IRS a copy of any tax return of
the decedent, including gift tax returns.
This provision discharges the executor from personal liability
with respect to any tax deficiency attributable to gifts made more
than three years before the decedent's death and not shown on the
returns furnished by the IRS. It does not apply to gifts made within
three years of death and included in the gross estate. Thus, executors
121. 1.R.C. § 2039(e).
122. 1.R.C. § 402.
123. Pub. L. No. 95-600, § 70 2 (p), 92 Stat. -(1978) (adding I.R.C. § 2204(d)). This pro-
tection is available only to estates of decedents dying after December 31, 1976.
are not relieved from liability for estate tax that is attributable to
unreported gifts made within three years of death. 124 In addition,
executors cannot rely on this provision when they have actual
knowledge of gifts, because they would not then be acting in "good
faith."
V. 1979 Technical Corrections Act
As this article is being written, the House of Representatives has
approved the Technical Corrections Act of 1979.125 This Act has not
yet been considered by the Senate Finance Committee, so the action
of the Committee and the Senate must be awaited. Key provisions
of the 1979 Technical Corrections Act are discussed below.
A. Coordination of Deductionfor Estate Tax Attributable to
Income in Respect of the Decedent and Income Tax on
Lump Sum Distributionsfrom Retirement Plans
The 1979 Act provides a reduction for the amount of death
taxes attributable to a distribution from a qualified pension or profit
sharing plan upon death, subject to the ten year averaging, by the
amount of the death tax deduction attributable to such distribu-
tion. 126 This change is consistent with the provision in the 1978 Rev-
enue Act that coordinated the income in respect of a decedent
deduction with the capital gain deduction, by reducing the amount
of capital gain deduction available for lump sum distributions from
qualified pension and profit sharing plans. 27 The 1979 Act provi-
sion takes effect upon enactment.
B. Spousal Roll-Overs
The 1979 Act clarifies the 1978 Revenue Act provision on a roll-
over of a lump sum death benefit distribution made to a surviving
spouse, 28 by providing that this type of roll-over is available upon
the termination of a qualified retirement plan, as well as a lump sum
distribution. 29 This new provision would apply to such distribu-
tions completed after December 31, 1978, in taxable years ending
after that date.
124. Senate Finance Committee Report, supra note II, at 102.
125. H.R. 2797, 96th Cong., Ist Sess. (1979).
126. Id § 101(a)(7).
127. Pub. L. No. 95-600, § 702(b)(1), 92 Stat. 2925 (1978) (adding I.R.C. § 691(c)(4)).
128. See note 118 supra.
129. H.R. 2797, § 101(a)(13)(c), 96th Cong., Ist Sess. (1979).
C Distribution from Estate Prior to 1980 and Farm Valuation
Property
The 1979 Act further provides that a distribution of special use
valuation property in satisfaction of a pecuniary bequest will only
have capital gain consequences to the estate for that amount of ap-
preciation occurring after death and without regard to special use
valuation. "' This provision would correct the inadvertent conse-
quence of the 1978 Revenue Act, which would have resulted in a
larger capital gain determined with regard to special use valuation
than was intended by the Congress.'
3'
D Estate Tax Treatment of Gifts Within Three Years of Death
The 1979 Act would also amend the 1978 Revenue Act provi-
sion 32 to exclude the first $3,000 of 1977 gifts made within three
years of death, from the gross estate of the donor.133 Only the
amount of these gifts in excess of $3,000 made in 1977, within three
years of the decedent's death, would be includible in a decedent's
gross estate. The reason for this change is that because of the uncer-
tainty occasioned by the 1976 Act' 34 the gifts may have been made in
reliance upon this interpretation before the clarification of the 1978
Revenue Act.
E. Reduction of Estate Tax Value of Jointly Held Property When
Spouse of Decedent Materially Participated in Farm or
Other Business
The 1979 Act would correct the situation in which the property
held in the joint names of husband and wife at decedent's death did
not appreciate since its acquisition more than the assumed six per-
cent increase on the original consideration of the donor-spouse. '
5
Under the 1978 Revenue Act, 136 it was possible for a portion of the
donor-decedent's consideration not to be included in his gross estate,
and, therefore, the surviving spouse would have received credit for
her material participation, when all of the appreciation was in fact
attributable to the donor-decedent's spouse's contribution.
VI. Conclusion
The fate of the carryover basis concept threatens every estate
130. Id § 105(a)(5).
131. See text accompanying notes 81-82 supra.
132. Pub. L. No. 95-600, § 702(0(2), 92 Stat. 2930 (1978) (amending I.R.C. § 2035(b)).
133. H.R. 2797, § 107(a)(2)(F), 96th Cong., Ist Sess. (1979).
134. Pub. L. No. 94-455, § 2001(a)(5), 90 Stat. 1848 (1978) (adding I.R.C. § 2035(c)).
135. H.R. 2797, § 105(a)(3)(A), 96th Cong., Ist Sess. (1979).
136. Pub. L. No. 95-600, § 511, 92 Stat. 2881 (1978) (adding I.R.C. § 2040(c)). This sec-
tion of the proposed act would apply to estates of decedents dying after December 31, 1978.
planner and his client like the sword of Damocles. No one can be
sure whether it will be further postponed beyond December 31, 1979,
amended in some or all its particulars, or repealed and replaced with
some other new, untried tax program. Under these circumstances it
is difficult for anyone effectively to advise or plan the disposition of
an estate.
If Congress and the Treasury enjoy tinkering with the federal
estate and gift tax provisions, they are certainly not increasing reve-
nues. By its own calculations, the Congress projected that by 1981
the 1976 Act will have diminished the Treasury receipts by about
$1.449 billion. 137 Although Congress intended to recover these reve-
nues in future years by, among other things, the operation of the
carryover basis rules, 13 8 deferment or repeal of the carryover provi-
sions of the carryover basis rules will substantially distort and unbal-
ance the Treasury's projected receipts. 139 In future years, the burden
of taxes attributable to the carryover basis rules will become confis-
catory, since even normal inflation will raise values of property to
such a degree that Congress will be compelled to enact relief meas-
ures.
Moreover, the federal estate and gift taxes were never substan-
tial sources of revenue in relation to the total Treasury receipts. In
the year previous to the enactment of the 1976 Act, estate and gift
taxes were projected to be $7.3 billion, out of total Treasury receipts
of $357.8 billion-approximately two percent. The current estimate
in the 1979 Federal Budget for these taxes is $5.7 billion, against
total Treasury receipts of $448.2 billion-approximately one and
three-tenth's percent. 14
The 1976 Act clearly was not intended to broaden the base for
estate and gift taxes. For 1976, 11.4 percent of decedents filed estate
tax returns and 7.8 percent of all estates paid some estate tax.
41
When the unified credit is fully phased in by 1981, the 1976 Act is
estimated to reduce the number of estate returns by sixty-eight per-
137. H.R. Conf. Rept. No. 94-1515, 94th Cong., 2d Sess. 1008 (1976) and app. B.
138. The estimated loss of revenue due to the deferral of carryover basis is projected to be
as follows:
1979 1980 1981 1982 1983
$93 million $162 million $184 million $190 million $200 million
JOINT COMMITTEE ON TAXATION, Section by Section Summary of the Revenue Act of 1978, __
Cong., - Sess. App. I, pt. A, tit. V (1978).
139. The anticipated long term receipts from the carryover basis rule were projected to be
$1.08 billion. Id at Table 2.
140. Acker, Taking Stock of Estate Planning in the Light ofthe 1976 TRA, THE TAX MAG-
AZINE, 753-54 (December 1978).
141. Public hearings before House Ways and Means Committee on estate and gift taxes
(1976), p. 1225.
cent and the estate taxable returns by seventy-six percent. When
1981 arrives, only about two percent of all decedents will pay estate
tax. 142
The end result of all these disruptive enactments by the Con-
gress is confusion and frustration. It is time to restore some stability
in this area of taxation by returning to an approach grounded in
common sense and tried by experience. One way would be to rein-
state the "step up in basis to date of death value" for all estates of
decedents. This method at least has the virtue of reintroducing a
concept with which tax advisors, the IRS, the Treasury, and the
courts are knowledgeable.
142. Heinbold, Problems in Planningfor the Average Estate, SECOND ANNUAL NOTRE
DAME ESTATE PLANNING INSTITUTE 622-23 (1978).
A UTHORS' NOTE
In December, 1979, a House-Senate Conference Committee approved, as part of the
windfall profits tax bill, the repeal of the carryover basis provisions of the 1976 Tax Reform
Act. As we go to press, though action has not been completed on this bill, it is anticipated that
it will be accepted by Congress when it reconvenes in January, 1980 and submitted to the
President shortly thereafter.
